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1. Introduction 


1.1. The stress test is a forward-looking quantitative evaluation of bank’s 
capital that demonstrates how a hypothetical macro-economic 
recessionary scenario would affect its capital and liquidity ratios. Stress 
testing is expected to be an on-going risk management exercise to 
support banks’ forward-looking assessment of different risks and to better 
equips it to address a range of adverse situations. 


Stress testing assists in highlighting unidentified or under-assessed risk 
concentrations, their inter-relationships and potential impact on the 
bank’s overall financial strength during the times of stress. 


Thus, the stress testing exercise considers and evaluates the financial 
capacity of the bank to stand tall during the times of stress by estimating 
likely losses, stress on revenues, increase in expenses, stressed liquidity 
position (as a result of flight of deposits) and resultant changes in the 
capital levels (which provide a cushion against losses) under futuristic 
hypothetical recessionary scenarios. 


1.2. Stress testing is a risk management technique utilized to evaluate the 
potential effect on an institution’s financial condition caused due to 
specified changes in risk factors, corresponding to exceptional but more 
likely events. 


Stress testing is a key risk management tool during the periods of 
expansion, where innovation leads to new products that grow rapidly and 
for which either very limited or no historical experience is available. 


1.3. Stress testing should form an integral part of the internal capital 
adequacy assessment process (ICAAP), which requires rigorous, forward 
looking stress testing processes to identify different events or changes in 
the market conditions that could adversely affect the bank. The ICAAP 
should demonstrate that stress testing reports provide with a thorough 
understanding of the material risks to which the bank may be exposed. 


Stress testing should also be used as a managerial tool to identify, 
measure and to control the liquidity risks, in particular, assessing the 
bank’s liquidity profile and the adequacy of liquidity buffers in case of 
both bank specific and market-wide stress events take place. 


1.4. NKB should analyse the potential impact of adverse situation on their 
financial and liquidity conditions. Systemically important (large sized) 
banks and other banks that have a significant concentration in a particular 
type of loan or investment must have more advanced processes for 
evaluating such situations. Where-ever considered appropriate, bank’s 
management and BoS should use any such negative results from stress 
tests to improve risk management processes. 


Further, the bank should use stress-testing framework to determine 
whether its exposures to different banking activities (such as loans and 
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Investments) and risks under normal as well as stressed conditions are in 
accordance with the bank’s risk appetite or the level and types of risks the 
bank is willing to take up. 


1.5. Stress testing is a multi-purpose exercise that may differ in terms of 
objectives (depending on whether they are applied only to the banks or 
applied to the overall financial system of the country), methodology (e.g., 
single or different types of stress tests, different types of shocks, different 
scenarios) and scope of operations. 


1.6. As with other aspects of its risk management, bank’s stress testing 
framework is effective, only when a strong governance and effective 
internal control system exist. This ensures that the risk management 
framework is functioning well. Thus, Stress testing is a technique which is 
used to test the strength of the Bank financial condition and its 
investment portfolios against possible future changes therein. The stress 
testing helps to arrive at the investment risk and the adequacy of its 
assets, as well as it helps to evaluate internal processes and controls. 
Further, regulatory controls often require banks to carry out certain 
stress-test scenarios and report on their internal procedures to ensure 
their capital adequacy and other assets are adequate. 


2. Purpose and objective of Stress Testing 


NKB stress test is an analysis to determine whether a bank has enough 
capital to withstand an economic down-turn or a financial crisis. As such, 
the main goal of astresstest is to examine whether the bank, 
undertaking the stress testing exercise, has adequate capital to manage 
its operations without any difficulty during the times of crisis. 


Essentially, the test helps to evaluate and understand whether the Bank 
has enough capital to withstand a crisis without breaching any of the 
regulatory thresholds 


2.1. Different types of Stress Testing 


In general, there are two types of tests: (1) system- wide stress tests to be 
conducted by central banks of the country and/or supervisory agencies; 
and (2) bank specific stress tests that can be carried out by banks 
themselves or by their supervisors. 


Stress testing involves running simulations to identify hidden weaknesses. 
Among the most popular are stylized scenarios, hypotheticals and 
historical scenarios. In a historical scenario, the business—or asset class, 
portfolio, or individual investment—is run through a simulation based on a 
previously known crisis. A hypothetical stress test is generally more 
specific, which often focusses on how the Bank might sail through a 
particular crisis. 


2.2. Stress testing Framework 


2.2.1. An effective stress-testing framework provides for a comprehensive, 
integrated, and forward-looking set of activities for the bank to assist in 
identification and measurement of the material risks and weaknesses, 
including those that may manifest themselves during stressful economic 
or financial environments, or arise from bank-specific adverse events. 


NKB is required to develop and implement the stress-testing framework 
commensurate with its size, complexity of business activities, and overall 
risk profile. The stress-testing framework should clearly include defined 
objectives, well-designed scenarios tailor-made to the bank’s business 
activities and associated risks with well-documented assumptions, sound 
methodologies to assess potential impact on the bank's financial 
condition, management reports, on-going and effective review of stress 
testing processes, and recommended actions based on stress test results. 


2.2.2. Stress testing should use reliable and authentic data and 
appropriate assumptions about the performance of the bank under stress 
to ensure that the outputs are acceptable and can be used in decision- 
making process. Importantly, the bank should have sound governance and 
control infrastructure with objective, critical review to ensure the stress- 
testing framework is functioning, as intended. 


The stress-testing framework should be capable of carrying out 
consistent, repeatable exercises with focus on its material exposures, 
activities, risks, and strategies, and also conduct ad-hoc scenarios, as may 
be needed. The framework should consider the impact of both Bank 
specific and systemic specific stress events that are based on historical 
experience as also based on hypothetical situations that could adversely 
affect operations and financial condition. 


2.2.3. In nutshell, the stress-testing framework should be well- 
documented within the bank-wide risk appetite and governance 
framework. Information on the bank’s stress testing framework and 
results thereof should be available with the Management to assess 
liquidity and solvency vulnerabilities, enhance capital and liquidity 
contingency planning, identify appropriate actions and assist with 
recovery and resolution planning, as may be considered necessary. 


3. Stress Testing Principles 
Principle 1 
The stress-testing framework should include activities and exercises that 


are tailor-made and sufficiently capture the different exposures, activities, 
and risks. 


An effective stress testing framework covers a bank’s full set of material 
exposures, activities, and risks, whether on or off the balance sheet, 
based on effective enterprise-wide risk identification and assessment. 
Risks addressed in the stress testing framework may include (but are not 
limited to) credit, market, operational, interest rates, liquidity, country, 
and strategic risks. 


The framework should also address non-contractual sources of risks, such 
as risk to its reputation. Appropriate coverage is important as stress- 
testing results could give a false sense of comfort, if certain portfolios, 
exposures, liabilities, or business line activities are ignored. 


Principle 2 


An effective stress-testing framework employs multiple conceptually 
sound stress testing activities and approaches. All measures of risk, 
including stress tests, have an element of uncertainty due to assumptions, 
limitations, and other factors associated with using past performance 
measures and forward-looking estimates. The Bank should, therefore, use 
multiple stress testing activities and approaches, and ensure that each is 
conceptually sound. Stress tests usually vary in design and complexity, 
including the number of factors employed and the degree of stress 
applied. Further, the bank should ensure that the complexity of any given 
test does not under estimate its integrity, usefulness, or clarity. 


Principle 3 


An effective stress-testing framework is forward-looking and flexible. The 
framework should be sufficiently dynamic and flexible so-as-to incorporate 
changes in the bank's on and off-balance-sheet activities, portfolio 
composition, asset quality, operating environment, business strategy, and 
other risks that may arise over time from the bank-specific events, macro- 
economic and financial market developments, or some combination of 
these events. 

The bank should also ensure that its MIS incorporates relatively rapid 
changes in exposures, activities and risks. 


Principle 4 


Stress test results should be clear, actionable, well supported, and support 
decision-making. Stress testing should incorporate measures that 
adequately and effectively convey impact of adverse outcomes. Such 
measures may include, for example, changes to asset values, revenue 
streams, liquidity levels, cash flows, regulatory capital, risk-weighted 
assets, the loan loss allowances, internal capital estimates, level of 
stressed assets, breaches in covenants or key trigger levels, or other 
relevant measures. 


Stress test measures should be tailor-made to the type of test and the 
particular level at which the test is applied (for example, at the business 
line or risk level). 


Principle 5 


The stress-testing framework should have strong governance and 
effective internal controls. The bank’s stress testing framework is effective 
only when there is presence of strong governance and effective internal 
controls to ensure the framework is functioning, as desired. Strong 
governance and effective internal controls help to ensure that the 
framework contains core elements, from clearly defined stress testing 
objectives to recommended actions. 


Importantly, strong governance provides critical review of elements of the 
stress-testing framework, especially regarding key assumptions, 
uncertainties and limitations. Further, the framework should not be an 
isolated one, but it should be integrated into its business activities, capital 
and asset-liability committees, and other decision-making authorities. 


Further, BOS and Board of Management play key roles in ensuring strong 
governance and controls. 


4. Stress Testing Approaches and Applications 


- The bank should indicate the specific purpose and the focus of the 
test. 

- There should be a definite scope for a given stress test exercise, 
whether it applies to the portfolio, business line, nature of risks, or 
enterprise-wide level, or even just for an individual exposure or 
counterparty. As such, the Bank employs several approaches and 
applications; these could include scenario analysis, sensitivity 
analysis, enterprise-wide stress testing, and reverse stress testing. 

- These should be commensurate with the size, complexity, and 
business profile. 


5. Scenario Analysis 


In terms of degree of severity, a scenario can be described as either 
“baseline” or “adverse”: 


a) Baseline scenario: a set of economic and financial conditions that is 
generally consistent with the projection of a likely path for future 
economic and financial conditions. The baseline scenario usually does not 
lead to a stressed result. 


b) Adverse scenario: a set of economic and financial conditions which is 
designed to stress the performance of the banking sector or an 
individual bank. The level of stress is significantly stronger than in a 
baseline scenario. Stress factors could be drawn from historical events or 
these can be hypothetically created. In terms of policy objectives, a stress 
test can be classified as “macro-prudential” or “micro-prudential”: 


a) Macro-prudential stress test: a stress test designed to assess 
the system-wide resilience to financial and economic shocks, 
which may include effects emerging from linkages with the broader 
financial system or the real economy. Interactions between individual 
banks can also be taken into account. 


b) Micro-prudential stress test: a stress test designed to assess the 
resilience of an individual bank to macroeconomic and financial 
vulnerabilities and respective shocks. Instruments, mechanisms and 
measures available to the supervisor are usually applied at the bank level. 
In terms of who performs the exercise, a stress test can be either “top- 
down” or “bottom-up”: 


a) Top-down stress test: a stress test performed by a public 
authority using its own stress test framework (data, scenarios, 
assumptions and models). Either bank-level or aggregated data 
may be used, but always in models with consistent methodology and 
assumptions, generally developed by the authority. 


b) Bottom-up stress test: a stress test performed by a bank using 
its own stress test framework as part of a system-wide exercise, or as 
part of a stress test where authorities provide banks with common 
scenario(s) and assumptions. 


Finally, in terms of balance sheet projections, they can be described as 
“dynamic” or “static”: 


a) Dynamic Balance Sheet (DBS): an assumption that the size, 
composition or risk profile of a bank’s balance sheet are allowed to vary 
over the stress test horizon. 


b) Static Balance Sheet (SBS): an assumption that the size, composition 
and risk profile of a bank’s balance sheet do not change throughout the 
stress testing time horizon. 


Some of the scenarios can be designed from the specific 
observed/imaginative risk parameters or events like: 


e Domestic economic downturn, economic downturn of major economies 
to which the bank is directly exposed or to which the domestic economy is 
related; 


e Decline in the prospects of different sectors to which the bank is having 
significant exposures, increase in level of NPAs and increased provisioning 
levels, rating downgrades, failure of major counterparties; 


e Timing difference in interest rate changes (re-pricing risk), unfavourable 
differential changes in key interest rates (basis risk), parallel / non parallel 
yield curve shifts (yield curve risk), changes in the values of standalone 
and embedded options (option risk), adverse changes in exchange rates 
of major currencies, decline in market liquidity for financial instruments, 
stock market declines, tight market liquidity; 


e Significant operational risk events viz. bank-specific or market-wide 
cyber-attacks, increasing fraud risk in an economic downturn like increase 
in credit card frauds, internet banking frauds and litigations, damage to 
tangible assets due to a natural disaster (for example damages caused by 
floods or earthquakes). 


Scenario analysis refers to a type of stress testing in which the bank 
applies, such as historical or hypothetical scenarios, to assess the impact 
of various events and circumstances, including extreme ones. Scenarios 
usually involve some kind of coherent, logical narrative, such as a severe 
recession, failure of a major counter-party, loss of major clients, natural or 
man-made disasters, localized economic downturn, disruptions in funding 
or access to capital markets, or a sudden change in interest rates as a 
result of inflation. 


6. Sensitivity Analysis 


6.1. Sensitivity analysis refers to assessment of bank’s exposures, 
activities and risks when certain variables, parameters and inputs are 
“stressed” or “shocked.” The purpose of sensitivity analysis is to test the 
impact of different assumptions on the outcomes. 


6.2. Sensitivity analysis should be conducted periodically due to potential 
changes in the exposures, activities, operating environment, or the 
relationship of variables to one another. 


For example, understanding the impact on credit losses from an increase 
in default rates and a decrease in collateral values. It could also explore 
the impact of declines in net operating income, and reductions in 
collaterals when evaluating its risks from commercial real estate 
exposures. 


» Enterprise-Wide Stress Testing 


Enterprise-wide stress testing is an application of stress testing that 
involves assessing the impact of certain specified scenarios on the bank 
as a whole, particularly with regard to its capital and liquidity. Enterprise- 
wide stress testing involves robust scenario design and effective 
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translation of scenarios into measures of impact. Enterprise-wide stress 
tests can help to assess the impact of its full set of risks under adverse 
events and circumstances. 


Scenario design for enterprise-wide stress testing involves developing 
different scenarios that affect the bank as a whole that evolve from 
macro-economic, market-wide, and/or institution-specific events. For 
example, price shocks may lead to significant portfolio losses, rising 
funding gaps, a ratings downgrade, and diminished access to funding. 


» Reverse Stress Testing 


Reverse stress testing allows a bank to assume a known adverse 
situation, such as suffering a credit loss that breaches regulatory capital 
ratios or suffering severe liquidity crunch affecting its capacity to meet the 
obligations, and then deduce the types of events that could lead to such 
an outcome. 


This type of stress testing considers scenarios beyond normal business 
situations and understand the impact of severe systemic effects on it. 
Reverse stress testing helps to explore so-called "break the bank" 
situations, allowing the bank to set aside the issue of estimating the 
likelihood of severe events and to focus more on what kinds of events 
could threaten the viability of the banking organization. 


6.3. Stress tests focus on certain key areas, such as credit risk, market 
risk, and liquidity risk to measure the financial status of a bank in a crisis 
situation. 

Stress testing is a computer-simulated technique to analyse how the bank 
and its investments are supportive during a difficult economic scenario. 


6.3.1. Sensitivity Analysis - Shocks 


Credit Risk: The stress test for credit risk aims to assess the impact of 
macro-economic cycles as well as bank specific factors on bank's financial 
performance - be it capital adequacy or profitability. In an economic 
downturn, the major risk factors facing the banks are the credit down- 
grades of the counterparties, deterioration in the asset quality and erosion 
in the value of collaterals. 


On the other hand, in an economic up-turn, there is likely to be a sense of 
enthusiasm on the back of understatement of risk, leading to excessive 
credit growth in select sensitive sectors. To address this excessive 
sectoral credit growth, provisioning and/ or risk weights on the exposure 
to these select sensitive sectors may be increased and banks should be in 
a position to factor in such an increase during the economic upturn. 
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Against this backdrop, banks may, at the minimum, carry out the following 
stress tests on their credit portfolio. 


Shock 1: Increase in NPAs (Overall basis)- Credit quality generally 
tends to deteriorate during economic downturn as debtors face cash flow 
problems, which affects timely servicing of debts. Net NPA increase by 10 
(Baseline), 25 (Medium), and 50 (Severe) percent, and simultaneous 
increase in provisioning to 1 percent for standard loans; 25 percent - for 
sub-standard loans; and 50 percent for doubtful loans over one year 
period. 


Shock 2: Increase in NPA in Top Five Industries (Top 5 Borrowers) 
- Some industries are more affected during economic downturn and face 
problems in servicing the debts. Additional 3 (Baseline) and 5 (Medium) 
percentage points increase in Net NPAs in top five industries. 


Shock 3: Increase in NPA in Specific Sectors - Some sectors undergo 
stress due to idiosyncratic factors. 


Additional 3 (Baseline) and 5 (Medium) percentage points increase in Net 
NPAs in specific sectors (for example sectors namely “Agriculture, Power, 
Real Estate, Infrastructure”). 


Shock 4: Slippage of Restructured Standard Assets - Assets which 
have been restructured are more prone to deterioration in the asset 
quality. Additional slippages in restructured standard assets - 20 per cent 
(Baseline), 30 per cent (Medium) and 40 per cent (Severe) of restructured 
standard assets. 


Shock 5: Depletion in collateral value by 10 per cent (Baseline), 15 
per cent (Medium), 20 per cent (Severe). 


Shock 6: Downgrade in counter-party ratings - In a down turn, 
bank’s counterparties may suffer credit downgrades (awarded by an 
external Credit Rating Agencies or internally). Uniform downgrade of 
borrowers by one notch across all rating grades - 5 per cent (Baseline), 10 
per cent (Medium), 20 per cent (Severe) of all borrowers. 


Shock 7: Concentration Risk - Individual borrowers Default by largest 
single borrowers - Default by top 1 (Baseline), top 2 (Medium), top 3 
(Severe) borrowers. 


Shock 8: Concentration Risk - Group Default by largest group 
borrower - Default by top three company-member of the group 
(Baseline), top five company-members of the group (Medium), all 
company-members of the group (Severe). 


Shock 9: Concentration Risk - Industries/Sectors Default in all exposures 
to largest industries/sectors-Default by topmost industry/ sector 
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(Baseline), top three  industries/ sectors (Medium), top five 
industries/sectors (Severe). 


NKB’s Status: As NKB is having Limited Licence from Da 
Afghanistan Bank, it is not extending any loans (excepting fully 
secured bank guarantees), stress parameters stated above are 
not applicable. 


6.4. Foreign Exchange Risk: Forex risk arises from exchange rate 
changes adversely impacting the local currency denominated bank’s 
assets and liabilities. The Stress Test evaluates the impact of exchange 
rate variations on the bank’s net open positions and also on bank’s 
profitability. 


Shock 1: Depreciation of the local currency 


e Baseline: 15 per cent depreciation in 30 days « Medium: 20 per cent 
depreciation in 30 days *e Severe: 25 per cent depreciation in 30 days 


Shock 2: Appreciation of the local currency * Baseline: 15 per cent 
appreciation in 30 days e Medium: 20 per cent appreciation in 30 days * 
Severe: 25 per cent appreciation in 30 days. 


6.4.1. Interest Rate Risk is the risk where changes in market interest 
rates might adversely affect a bank's financial condition. The immediate 
impact of changes in interest rates is on bank's earnings through changes 
in its Net Interest Income (NII). A long term impact of changes in interest 
rates is on bank's Market Value of Equity (MVE) or Net worth through 
changes in the economic value of its, liabilities and off-balance sheet 
positions. Banks should conduct sensitivity analysis using methods that 
reflect their specific interest rate risk characteristics using gap analyses or 
simulation techniques. Banks should at a minimum assess their resilience 
using the baseline factors given below: Interest rate risk for both trading 
and banking book. 


Shock 1: Parallel upward/downward shift of yield curve (in bps) 
Baseline 250; Medium: 300; Severe 400 


(A yield curve is a line that plots yields, or interest rates, of bonds that 
have equal credit quality but have different maturity dates. The slope of 
the yield curve can predict future interest rate changes and economic 
activity). 


Shock 2: An Inversion of the yield curve one -year rates up 250 bps and 
10-years rates down 100 bps. 


NKB's Status: As NKB does not have any borrowings and deposits 
accepted by it does not carry any interest, these parameters are 
not applicable. 
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6.4.2. Liquidity Risk- Whether a bank can be regarded as having 
sufficient liquidity depends to a great extent on its ability to meet 
obligations under a funding crisis. Therefore, in addition to conducting 
cash-flow projections to monitor net funding requirements under normal 
business conditions, banks should perform stress tests regularly by 
conducting projections based on “what if" scenarios on their liquidity 
positions to 


* identify sources of potential liquidity strain; 


* ensure that current liquidity risk exposures remain in accordance with 
the established liquidity risk tolerance; and 


e analyse any possible impact of future liquidity stresses on their cash 
flows, liquidity position, profitability and solvency. 


6.5 Institution-specific crisis scenarios: An institution-specific 
crisis scenario should cover situations that could arise from a bank 
experiencing (either real or perceived problems) which affect public 
confidence in the bank and its firm-wide or group-wide operations. It 
should represent the bank's view of the behaviour of its cash flows in a 
severe crisis. A key assumption is that the Bank may not be able to roll- 
over some or many of its debts or borrowings or replaced by new 
borrowings or debts resulting into the need to utilise its liquidity cushion. 
For retail banks, this scenario will likely involve an acute deposit run. Such 
a scenario would typically include the following characteristics: 


e Significant daily run-off for deposits, with increasing requests from 
customers to redeem their time deposits before maturity; 

e Inter-bank deposits repaid at maturity; 

e Non-availability of any new unsecured or secured funding from the 
market; and 

e Forced sale of marketable securities at discounted prices or below 
the real prices. 


6.6 General market crisis scenarios: 


A general market crisis scenario is one where liquidity at a large number 
of financial institutions in one or more markets is adversely affected. 
Characteristics of this scenario may include - 


e a market-wide liquidity squeeze, with severe contraction in the 
availability of secured and unsecured funding sources, and a 
simultaneous drying up of market liquidity in some previously highly 
liquid markets; 

e  Counter-party defaults; 

e substantial discounts needed to sell or repo assets and wide 
differences in funding access among banks due to the occurrence of 
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a severe tiering of their perceived credit quality (i.e. flight to 
quality); 

e restrictions on currency convertibility or very limited convertibility; 
and 

e Severe operational or settlement handicaps affecting one or more 
payment or settlement systems. Banks should be aware that the 
cash-flow patterns of certain assets and liabilities may behave quite 
differently in the case of a general market crisis scenario as 
compared with the institution-specific crisis scenario. For example, a 
bank may have less control over the level and timing of future cash 
flows from the sale of marketable debt securities under a general 
market crisis scenario. This could be due to the fact that only very 
few market participants would be willing or would have sufficient 
liquidity to purchase securities. 


7. Purpose of Stress Testing 


An organization's stress testing program should serve the following 
purposes: 


Risk identification and control - Stress testing should be included in 
an institution’s risk management activities at various levels, for example, 
ranging from risk mitigation policies at a detailed or portfolio level to 
adjusting the institution’s business strategy. In particular, it should be 
used to address institution-wide risks, and consider the concentrations 
and interactions between risks in stress environments that might 
otherwise be overlooked. 


Supporting capital management - Stress testing should form an 
integral part of institutions' internal capital management where rigorous, 
forward-looking stress testing can identify severe events, including a 
series of compounding events, or changes in market conditions that could 
adversely impact the institution. 


: Improving liquidity management - Stress testing should be a central 
tool in identifying, measuring and controlling funding liquidity risks, in 
particular for assessing the institution's liquidity profile and the adequacy 
of liquidity buffers in case of both institution-specific and market-wide 
stress events. 


8. Stress Testing for Assessing the Adequacy of Capital 
and Liquidity 


Depletions/shortages of capital or liquidity could result into inadequate 
and ineffective performance by the bank as a financial intermediary, and 
the bank can be viewed unviable, potential insolvent, or diminish its 
capacity to meet its regulatory and financial obligations. The capital and 
liquidity stress testing should consider how losses, earnings, cash flows, 
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capital, and liquidity are affected in an environment, for example, increase 
in the credit losses during an adverse interest-rate environment. 


Stress testing for capital and liquidity adequacy should be in coordination 
with bank’s overall strategy and annual planning cycles. This test should 
be done periodically, such as at half-yearly intervals. 


8.1. Capital Stress Testing 

This test identifies whether banks have sufficient capital to operate during 
economic downturns and has plans in place to address such events and 
other associated risks. 


Results of Capital stress testing can serve as a useful tool to support a 
bank’s capital planning process. It may help in understanding the 
weaknesses, evaluate the impact of adverse outcomes on its capital, and 
ensure that the bank is always well capitalised given its business model, 
including the complexity of its activities and its risk profile. 


Capital stress testing provides forward-looking assessment of capital 
adequacy and highlights the potential adverse effects on capital levels 
and ratios from risks not fully captured in regulatory capital requirements. 


Such testing should also capture any potential change in risk-weighted 
assets, the ability of capital to absorb losses, and any resulting impact on 
the banking organization’s capital ratios. It should include all relevant risk 
types and other factors that have a potential to affect capital adequacy, 
whether directly or indirectly, including firm-specific ones. 


It helps the bank to assess the quality and composition of capital and its 
ability to absorb losses. The Stress testing can help in devising a suitable 
capital contingency planning by identifying different exposures or risks in 
advance that would need appropriate attention to improve capital levels 
or otherwise maintain required adequacy, as well as actions that in times 
of stress might not be possible - such as raising capital. We have carried 
out stress-testing of CAR of our Bank and the results are given at the 
annexed excel sheet. 


8.2. Liquidity stress testing 


Bank should also conduct stress testing for liquidity adequacy. Through 
such stress testing, the bank can identify its vulnerabilities to adequate 
liquidity in the light of both bank-specific and market-wide stress events 
and circumstances. 


An effective stress testing helps to identify and quantify the depth, 
source, and degree of potential liquidity and funding strain and analyse 
possible impacts on its cash flows, liquidity position, profitability, and 
other aspects of its financial condition over various time horizons. For 
example, stress testing is used to explore potential funding shortfalls, 


15 


shortages in liquid assets, inability to issue debts, exposure to possible 
deposit outflows, volatility in short-term deposits and sensitivity to 
funding due to a rating downgrade. 


This test also helps in determining the adequacy of liquidity buffer to meet 
different future liquidity demands under stressed conditions. As such, the 
liquidity stress testing should be an integral part of the development and 
maintenance of a bank’s contingency funding planning and_it should be 
done on a monthly basis. 


For example, the bank, in a stressed liquidity condition, is often required 
to take actions that may have a negative (direct or indirect) capital impact 
(e.g., selling assets at a loss or incurring funding costs at above market 
rates to meet funding needs). 


9. Governance and Controls 


Any stress testing framework will be effective only when strong 
governance and controls support it. This ensures that the framework is 
functioning as desired. Governance over a bank's stress testing 
framework rests with its BOS and BoM. They should establish a 
comprehensive, integrated and effective stress-testing framework that fits 
into the broader risk management of the bank. While the BOS is ultimately 
responsible for ensuring an effective stress-testing framework, the BoM is 
responsible for its implementation. BOS should ensure that the stress 
testing framework is in line with the bank’s risk appetite, overall strategy 
and business plans, contingency plans, and directing changes where 
appropriate. 


NKB is required to establish suitable policies and procedures and ensuring 
compliance with those policies and procedures, assigning competent staff, 
overseeing stress test development and implementation, evaluating 
stress test results, reviewing any findings related to the functioning of 
stress test processes, and taking prompt remedial action where 
necessary. CRO is responsible for regularly reporting to the Risk 
Management Committee/BOS on the stress testing developments 
(including the process to design tests and develop scenarios) and on 
stress testing results (including from individual tests, where material), as 
well as on compliance with stress testing policy. 


10. Conclusion 


The bank should develop, implement, and maintain an effective stress 
testing framework. Such a framework should be tailor-made as per its 
size, complexity of operations, risks, exposures, and activities. The key 
purpose of stress testing is to understand different possible outcomes, 
including rare and extreme events and circumstances, assess their impact 
on the bank, and evaluate the extent to which the bank is capable to 
withstand such outcomes. 
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Stress testing may be particularly valuable during benign periods when 
other measures may not indicate emerging risks. While stress testing can 
provide valuable information regarding potential future outcomes, similar 
to any other risk management tool, it has limitations and may provide 
absolute certainty regarding the implications of assumed events and 
impacts. 


No single stress test can accurately estimate the impact of all stressful 
events and circumstances; therefore, the bank should understand and 
account for stress testing limitations and uncertainties, and use stress 
tests in combination with other risk management tools to make informed 
risk management and business decisions. 

Annexure 1: Stress Testing Work Sheet 

Annexure 2: Work Sheet for Liquidity Coverage Ratio 


Annexure 3: Work Sheet for calculating CAR, Liquidity Ratios and Leverage 
Ratio 


DRAKA ARR ARR ARK RAR AK AR ARR RAR RAR RAR A RAR AR AR ARK AAA A A 
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STRESS TESTING 


Position as at 


3% 


10% 


15% 


25% 


40% 


50% 


31-Mar-2023 | impairment | impainment | impairment | impairment | impairment | impairment — 
No breaches and CARisin 
Capital Adequacy Ratio 209.6196 199.13% | 1886527190| 178.17% 157.2196 125.77% 1048196 |excess of DAB benchmark 
of 12% 
"Tm No breaches and QLRis in 
Average Li 
Ratio Quickliquidity 50933.74% 48387.06% | 45840.37% | 43293.68% | 38200.31% | 30560.25% | 25466.87% |excess of DAB benchmark 
of 20% 
B TD No breaches and BLRisin 
a Liquidity 124.4% 117.8496 111.6496 105.4496 93.03% 74.4296 62.02%  |excessof DAB benchmark 
of 15% 
No breaches and Leverage 
Leverage Ratio 17.86% 16.97% 16.08% 15.18% 13.40% 10.72% 8.93% ratio isstill inexesof 
minimumrequred 4% 
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NKB LIQUIDITY COVERAGE RATIO NEW KABUL BANK 


Position as at 3I/ Jul/ 2023 
Liquidity Coverage Ratio =(A/B) 
A Numerator (Net Hi gh Quality Liquid Assets) 


B- Denominator (Net Cash Outflows) 


Nature of Items of High Quality Liquid Assets 


Cashin hand 
Balance with Da Afghanistan Bank 


Balance with other banks (Domestic Banks and Nostro 
Accounts net of balances with CSC Group, Lebanon) 


Investment in DAB Capital Notes 
Investment in outside Afghanistan 
lacement Under Reverse Repo 


iquidity Coverage Ratio (LCR) 


Note: Balance with DAB does not indude Balance held under Required Reserve. 

Balance with Banks does not indude balances held with CSC Group, Lebanon. 

Further We have contingency liquidity arrangement with BMA for meetingany short term liquidity gaps or mis-maches. 
Bank can also manage their Liquidity through Repo & Reserve Repo. 

DAB has introduced benchmarking for Broad and Quick liquidity ratios at 15°and 20respedively. 

We have considered 4.secenarios above. 

it is noted that even if 60%0f the total deposits are demanded by customers, the NKB is well covered by the HQLA held by it. 
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Total Loans A Adhances CARAN) 


Brealk-dowm of NPA s (AFN) 


Provi si on required as per DAB Guidelines 


Amount of Provision to be made 


Increase in NPA 


Increase in NPA 


Increase in NPA 


NPA Increase 
NPA Increase 


NPA Increase 
NPA Increase 


NPA Increase 
NPA Increase 


NPA Increase 
NPA Increase 


of Total Loans & 


Assumed figures 


Orginal amount of provision required 


Assumed figures 


Assumed figures 


USD/YAFN GBP/AFN Euro/ AFN AED/ AFN 
age 34.99 106.55 1 23.06 
152-29 72.24 30. 57 79.20 19.62 
20%. 67.39 85.24 74.54 13.46 
25%. 63.74 79.91 69.8389 17.31 

USD AFN GBP/ AFN Emo ZEE AED/AFN 
wage 34.99 I1I06.55 1 23.06 
15-29 97.74 A SS 107.16 26.54 
20%. 101.99 127.836 111.82 27.70 
25% 106. 24 AA 1€ 11648 238.85 
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Stress Testing! 
Capital Adequacy Ratio 


Leverage Ratio 


Stress Testing |l 
Broad Liqudity Ratio 


Quick Liquidity Ratio 
Liquidity Coverage Ratio 
Stress TestingIll 
Loans & Advances 
Stress Testing IV 


Exchange Rate Fluctuations 


Frequency of Exercise 
Semi-annually 


Monthly 


Monthly 
Monthly 


Monthly 
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